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Introduction 


Our Federal Income Tax System 


Progressive. The United States has a progressive tax system. Generally, the more 
taxable income you have, the higher the tax rate that will apply to your next dollar of 
income. For example, in 2020, a single filer is subject to a 10 percent tax rate on the 
first $9,875 of taxable income, a 12 percent tax rate on taxable income above $9,875 up 
to $40,125 — and the rate continues to step up until it reaches a top marginal rate of 
37 percent, which applies to taxable income over $518,400. (See tax tables on pages 5-6.) 


Voluntary. The federal income tax system has voluntary Percent of Total Federal Income 
reporting. This simply means taxpayers are responsible for Tax Paid for the Year 
calculating their own taxes, reporting their taxes appropriately to 
the government, and paying any taxes due. 

Unequal. Not everyone pays federal income tax equally. For 
2016 tax year, the top 50 percent of taxpayers were respo 








measured by reported adjusted gross income (AGI): , almost 
70 percent of total federal income tax was paid 





Sj Top 10% of filers 
E Bottom 90% of filers 


Federal Income Taxation & 3 @lance 


This is a simple illustration@f Now t al income tax system works. 






Gross income includes all your taxable income, such as 
SHOES ECL wages and tips, dividends, capital gains, interest income, 
and taxable pension and Social Security income. 
Adjustments to Income p : 

You then subtract adjustments to income, such as 
deductible contributions to a traditional IRA (with 


limitations), to compute your adjusted gross income. 


After subtracting deductions (using the standard 
Standard DeducHon deduction or itemizing deductions), you arrive at your 
OR taxable income, which is used to calculate your tax. 


emized Deductions After subtracting any available credits, you arrive at your 


income tax liability. 


Taxable Income =e Calculate Tax 
= Available Credits 


— Income Tax Liability 
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Adjusted Gross Income 















Taxes Aren't 
Constant 


U.S. tax laws 
change with relative 
frequency, which 
adds a layer of 
uncertainty when 
making financial 
decisions. 


* A “coronavirus- 
related” situation 
includes a diagnosis 
of COVID-19 for 
the account owner 
and certain family 
members; a pandemic- 
related financial 
setback due toa 
quarantine, layoff, or 
reduced work hours; 
an inability to work 
due to lack of child 
care; reduced pay 
or self-employment 
income; a rescinded 
job offer or delayed 
start date for a job. 
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Introduction 


Recent Tax Legislation 


The Tax Cuts and Jobs Act, a sweeping $1.5 trillion tax-cut package that 
passed in late 2017, dramatically reshaped the tax landscape. The legislation made 
significant changes to the tax rules that govern businesses and that relate to 
individuals. Most of these tax changes were effective on January 1, 2018. Changes 
affecting individuals are scheduled to expire at the end of 2025, whereas most of 
the business tax changes are permanent. 


The Setting Every Community Up for Retirement Enhancement (SECURE) 
Act was enacted in December 2019 as part of a larger federal spending package. 
Most provisions were effective on January 1, 2020. The legislation expanded 
uirements and incentives 
E Act changed the 
om age 70% to age 
iminated the age limitation 


savings opportunities for workers and included new r 









for employers that provide retirement benefits. T 
starting date for required minimum distributions 


st have earned income). 
spouse beneficiaries of 
utions over their lifetimes. 






In March 2020, several bills were passedo help support the economy and 
VID-19 pandemic. The Families First 
required most employers with fewer than 


alleviate the financial i 
Coronavirus Respo 






leave or expanded family and medical leave for 


on March 27, 2020, to provide more relief during the pandemic 
and accompanying economic crisis. In addition to expanding unemployment 
benefits and offering tax relief to eligible businesses, the legislation provided 
many taxpayers with a refundable income tax credit. It also provided a six-month 
automatic payment suspension for federal student loans, during which interest 
did not accrue (later extended through 2020); temporarily increased the loan 
limit for employer-sponsored plans: and allowed qualified participants who had 
outstanding retirement plan loans ' 
March 27 and December 31, 2020, tc 
one year. The CARES Act waived R 
most defined contribution plans fo 
year and suspended the 10 percent 
penalty for 2020 “coronavirus-relat 
account distributions (up to $100,C 





Understanding How Taxes Work 


Marginal Tax Rates 


The Tax Cuts and Jobs Act replaced five of the seven previous marginal income 


tax brackets with lower rates. This provision expires after 2025. 


W 2017, 2026 
I 2018-2025 


25% 


22% 
15% 
i 12% 


10% 10% 


If taxable income is: 


28% 


l l 


2020 Tax Tables, by Filing Status 


39.6% 


. 35% 35% 
33% 39% 


lÍ 
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Not over $9,875 








Over $9,875 but not over $40,125 








Over $40,125 but not over $85, 





Over $85,525 but not ove 











14,605.50 plus 24% of the excess over $85,525 





Over $163,300 but ne 





$33,271.50 plus 32% of the excess over $163,300 








Over $207,350 but not ov@p$518,400 


$47,367.50 plus 35% of the excess over $207,350 











Over $518,400 





$156,235.00 plus 37% of the excess over $518,400 








Head of Household 


If taxable income is: 


Then income tax equals: 





Not over $14,100 


10% of taxable income 





Over $14,100 but not over $53,700 


$1,410.00 plus 12% of the excess over $14,100 





Over $53,700 but not over $85,500 
Over $85,500 but not over $163,300 
Over $163,300 but not over $207,350 


Over $207,350 but not over $518,400 





Over $518,400 





$6,162.00 plus 22% of the excess over $53,700 
$13,158.00 plus 24% of the excess over $85,500 
$31,830.00 plus 32% of the excess over $163,300 
$45,926.00 plus 35% of the excess over $207,350 


$154,793.50 plus 37% of the excess over $518,400 





Economic Impact 
Payment 


As part of the CARES 
Act, many eligible 
individuals received 
an economic impact 
payment from the 
federal government. 
Technically a 2020 
refundable income tax 
credit, the rebate was 
calculated based on 
2019 tax returns filed 
(2018 in some cases) 
and sent automatically 
via check or direct 
deposit to qualifying 
individuals. 


The amount of the 
rebate was $1,200 
($2,400 if married 
filing a joint return) 
plus $500 for each 
qualifying child under 
age 17. 


Recovery rebates 
phased out for single 
filers with AGIs 
exceeding $75,000 
($150,000 for joint 
filers). 
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2020 Tax Tables, by Filing Status 





Married Filing Jointly (and Surviving Spouses) 


If taxable income is: 


Then income tax equals: 





State Income 
Taxes 


Not over $19,750 


10% of taxable income 





Nine states have 


Over $19,750 but not over $80,250 


$1,975.00 plus 12% of the excess over $19,750 





no income tax — 


Over $80,250 but not over $171,050 


$9,235.00 plus 22% of the excess over $80,250 





Alaska, Florida, 
Nevada, New 


Over $171,050 but not over $326,600 


$29,211.00 plus 24% of the excess over $171,050 





Hampshire, South 


Over $326,600 but not over $414,700 


$66,543.00 plus 32% of the excess over $326,600 








Dakota, Tennessee, 


Over $414,700 but not over $622,050 





$94,735.00 plus 359 the excess over $414,700 





Texas, Washington, 
and Wyoming (two 





Over $622,050 














still tax investment 
earnings). For 
retirees, this means 
no state income tax 


Married Filing Separately 


If taxable income is: 









on Social Security 


Not over $9,875 





benefits, retirement 
plan withdrawals, 


Over $9,875 but not over $40,1 





$9875 


plus 12% of the excess over $9,875 





and pension payouts. 


4,617.50 plus 22% of the excess over $40,125 





Source: 


$14,605.50 plus 24% of the excess over $85,525 





Business Insider, 
February 6, 2020 





$33,271.50 plus 32% of the excess over $163,300 





$47,367.50 plus 35% of the excess over $207,350 











$83,653.75 plus 37% of the excess over $311,025 













First $9,875 at 10% 


Next $30,250 at 12% 


Next $9,875 at 22% 


$6,790 + $50,000 
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Another way to think about your tax situation is in terms of your effective tax rate, 
which is basically the total amount of tax paid divided by your taxable income. 


A single filer with $50,000 in taxable income would be in the 22 percent marginal 
tax bracket, but would have an effective tax rate of 13.6 percent. The formula for 
2020 tax liability would be: 


$ 987.50 
$3,630.00 


$2,172.50 


$6,790.00 
13.6% effective tax rate 








